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Alaska’'s Dependence on State Spending

It would be hard to exaggeraie Alaska’s economic
dependence on state govemment spending. State spend-
ing supports nearly one of every three jobs. Three of every
ten dollars of personal income grow out of state spending.

So it's easy 10 sec why state officials need to be
sensitive to the economic effects of measures they take
to fill the looming fiscal gap. The state faces big and
growing budget deficits. Declining petroleum produc-
tion in the coming years will sharply reduce petroleum
revenue, which supplies 85 percent of the state’s income.
If state officials balance ihe budget entirely through
spending cuts, economic growth could slow dramatically
over the next decade, costing Alaska 35,000 new jobs.

We can't avoid the economic slowdown that the fiscal

And when will the fiscal gap open? That’s very uncer-
tain. Just three months ago, it looked as if the fiscal gap
might alrcady be here, with the state government facing a
possible budgetdeficitinthe current fiscal yearof hundreds
of millions of dollars. But the state is getting a fiscul
reprieve because the current Middle East crisis has tempo-
rarily dcubled oil prices.

Figure 1 shows how the fiscal gap would be affected
if oil prices averaged $30 per barrel through June 1991,
and then retumed to an average of $16 per barrel (in 1990
dollars). The state would collect enough to fully fund this
year's budget and a $1.3 biilion windfall that could be
used to maintain real (adjusted for inflation) spending at
$2.5 billion until  scal year 1994.

gap will produce, but we can helpease
its effects by a combination of more
efficient use of our assets, spending
cuts, cnst containment, and new taxes
or other new revenues. This paper ana-
lyzes how different state fiscal policies $2.6
could reduce economic disruption from
the fiscal gap in the coming years. $21

Of course the state’s main goals in

Figure 1. Projected Fiscal Gap At FY1991 Budget Level
With Potential Contribution From Qil Price Spike
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economic effects that will accompany
changes in state spending.

Revenues include settlement windfalls. Oil price averages $30 per barrel
through June 1991 then returns to $16 per barrel.

This is the fifth in a series of ISER Fiscal Policy Papers examining siate government revenucs and spending. We intend the
papers 10 focus the atention of siate officials and other Alaskans on the fiscal crisis in Alaska’s fusure. The primary author
is Scott Goldsmith, professor of ecc.somics at ISER. Other coniributors include Lee Gorsuch. ] SER director; and Alexandra
Hill Linda Leask, and Monetie Dalsfoist, also of ISER. The series is financed by a grant from ARCO Alaska.
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After that a wide gap could open, starting at around
$500 million in fiscal 1994. That is $100 million higher
than we projected in earlier papers, because the current
budget is $100 million higher than last year's, afier
adjusting for inflation By the year 2000 the gap could
reach $1.2 billion.

If current prices don’t last through next June, or if
they last longer, the opening of the gap could move
closer or further away. But when the gap starts also
depends on the size of the state budget: nigher state
spending would move the gap closer, even at higher oil
prices. The box at the bottom of the page shows how
different oil prices and different rates of state budget
growth would change the start of the fiscal gap.

Figure 1 is based on current state spending of $2.5
billion annually. The Alaska Legislature first appro-
priated $2.8 billion for the fiscal year 1991 budget (not

including appropriations from the Railbelt Energy
Fund). Governor Cowper then vetoed $325 million
because of athen anticipated budget deficit. Now there
1$ pressure to reinstate the vetoed items because of the
anticipated substantial budget surplus.

Whatever happens to oil prices in the next few
months, we shouldn’t be distracted from dealing with
Alaska's underlying fiscal problem: the need to plan
now to minimize the fiscal and economic troubles we
will inevitably face as a result of declining petrolcum
production and shrinking petroleum revenue. This
paper aims to help with that planning.

We first describe just how important state spend-
ingisto Alaska's economy and to regional economies
within the state, and then analyze options for reducing
the economic effects of the future fiscal gap.

Changing Prices and Spending

The current Middle East crisis is giving Alaska a fiscal repricve that comes ata high price (in many respects other than
financial) to the U.S. and the rest of the world. We don’t know when the crisis will end, os how long oil prices will stay
up. At this point the safest assumption is that the current price spike will be temporary, and that ultimately oil prices will
drop from above $30 per barrel back to the range of $15 1o $20 per basrel, where they have been for mostof the past S years.

But if war broke out in the Middle East and further disrupted oil supplics, prices could tersporanly goeven higher,
or remain high longer. To attempt to show the range of outcomes this situation creates for the State of Alaska  and
to account for the fact that higher oil prices tend to stimulate budget growth-—we developed the figure below. It shows
how the opening of the fiscal gap would be shifted if oil prices stayed at their current level through June 1991, g:ving
the state a$1.3 billion windfall, and then stabilized at some given level for varying rates of budget growth ‘We assume
a rate of decline of 7 percent annually in petroleum production.

Very high oil prices and litde ar no growth in the state budget would delay the gap the bongest, possibly by 10 years or more.
Ol prices in the pre<crisis range and fast growth in the budget would bring on the gap almost immediately. If oil prices
were w fall to the pre-crisis range by June 1991 and the budget were held constant, the gap would begin within 3 years,

When Will The Fiscal Gap Open?

1993 1996

How to Read the Graph

Pick an 0. price from the hori-
zontal axis and a rate of budget
growth from the vertical axis.
Read up from the oil price and
right from the growth rate.
Where the iwo lines intessect
shows the year the gap would
open, For example, if oil prices
siabilized at $20 per barrel and
the budget grew 6 percent
annually, the gap would open
in 1995.

............................

Annual Growth Rats of State Budget {alter Inflation)

Price pad Barrel (1990 Dollars!)

Our budget base 15 $2.5 blilion. For this snalysis, we assume that the oll price averages $30 per barrel unill June 30, 1991, This creates s surplus of $1.3 bilfon
In FY 91 which is saved and used (0 offset deciining reveaues ln subsequent years Without this surplus, there would be & fiscal gap this year (FY 91),
Starting n FY 92, the price Is st the level shown o0 the X-azis of the graph.
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To do this analysis we have to make assumptions
aYout oil prices and budget levels, despite the curent
uncertainty. Our findings are based on oil prices holding
at or near their current levels through mid-1991 and then
dropping back to an average of $16 per barrel (in 1990
dollars), and real (adjusted for inflation) state spending
holding at $2.5 billior, annually. These assumptions give
us 4 good idea of the magnitude of the problem Alaska
faces, even though future conditions will undoubtedly
be somewhat different from those we assume.

How Important Is State Spe

nding?_m B

In this paper we measure the economic importance
of state spending 10 Alaska's economy through the jobs
and income it directly and indirectly creates. *

Pumping money into the economy—by hiring work-
ers, forexample—directly creates jobs and income (mostly
public; however, durirg thc 1980s :

Also, some analysts argue that reduced public
spending boosts private cconomic activity. That argu-
ment assumes less government spending results from
tax cuts or other changes that lecave more income and
thus more purchasing power in private hands. But that
assumption doesn't apply in this case. The drop in state
govemment spending we're describing will result from
reduced petroleum revenues, not from tax cuts or other
changes in govemment policy. Reduced petroleum
revenues will mean a drop in total income in the
economy—not a shift of income from government 10
private hands.

Finally, people disagree about how 10 assess the
“benefits” of govemment. Many believe the benefits of
govemment are in the services it provides; others mea-
sure the benefits through the jobs govemment creates by
providing services. By describing how many jobs and
how much income state spending supports in Alaskha
we're not arguing that jobs or income should be the

Alaska elected to contract with the
private sector for some goods and
services, thereby directly creating
jobs in the private sector). Hiring
state workers also indirectly creates
additional jobs and income in the
private sector when state employees
spend their paychecks. Economists
call that additiona! effect the econo-
mic multiplier; the box on the right
defines the multiplier used in this
paper. It's impontant to keep inmind
that any kind of economic activity
has e ffects beyond the obvious direct
ones—and that eliminating any given
activity eliminates not only its direct
but also its indirect effects.

Before we move into our analy-
sis, we want to make several points.
First, govemment activities other
than spending also influence the
economy. Govemnment subsidies,
resource management, laws and
regulations, and taxes are some of
these. We don’t examine the effects
of any of these otherkinds of govem-
ment activitics, but we recognize
that they’re also important.

Economic Multipilers and Bang Per Buck

The 10tal economic effect of state government spending—or of any
other kind of spending—is always greater than the direct effect. That’s
because when individuals and businesses re-spend the money in the
economy, they multiply its original value.

In this paper we estimate the total (both direct and other) effects of
state spending on Alaska employment and income by using an income
multiplier of 1.35. This means that for every $1 of income Alaskans
obtain directly from state spending, an additional 35 cents of income is
created in the economy when the recipients re-spend the $1.

Different kinds of spending have different econonic multipliers,
depending onhow muchof each doilar spent leaks out of che economy w ith
each transaction—that is, how much doesn’t re-circulate in the economy
for some reason. Money might, for example, leak out of the economy
because it was paid to businesses outside Alaska or 10 non-resident
workers or to the federal government in taxes. The 1.35 income multiplier
we're using here takes into account such leaks out of the economy.

Although we have not done so in this paper, it is also possible to
calculate the bang per buck for govemment spe..ding. The bang per buck
is the total employment or income Created when government spends $1.
Like the multiplier, the bang per buck will vary depending on how the 31
is spent. Some spending has bigger employment effects and some bigger
income efiects. For example, spending $1 to expand public employmant
has a bigger employment bang per buck than spending $1 for cash
payments to individuals, That’s because the $1 spent for wages creates
both dircet public employment and indircct privaie employment when
government employecs spend their wages. The cash payment 1o an
individual, on the other hand, creates employment only indirectly, when
the individual spends his money.

sWhen we say “indirectly” here and later we are using the word in i

that are not direct. Technical economic usage distinguishes "indirect” and “induced” effects
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s broad, general sense 1o inclwde all the kinds of econormic gffects



criteria used for judging or justifying state programs.
We're simply using those measures to assess the eco-
nomic effects of state spending, and to make plain
Alaska’s heavy dependence on state spending.
Figures 2, 3, and 4 show ISER’s estimates of the
statewide and regional economic impornance of stat
spending. When we refer 0 "all jobs" we are including
jobs in the military and self-employment as well as wage
and salary jobs. (A box on page 16 describes the methods
used in calculating these estimates.) Map 1 shows the
geographic boundarics of the regions we're using.
Figure 2 shows:

* One inthirteen working Alaskans gets a paycheck
from the swue government. About 19,000 Alaskans
worked cither for state agencies or the University of
Alaska in 1988. State govermnment jobs strongly influ-
ence the Alaska job market. Because state jobs are
generally well-paid, non-seasonal, and carry good
benefits, ey arc among the most attractive jobs in
Alaska. Other Alaska employers have to compete with
what the state govermment offers.

* Nearly one of every two local government jobs
(including school district jobs) in Alaska is supported
by state money. That represented about 12,500 jobs
around the state in 1988. All loc2! govemments in
Alaska depend heavily on state money, even though
state aid declined in the late 1980s.

* Morethanone infour private sector jobs in Alaska
depends on state spending. In 1988 that amounted to
about 50,000 of a total 170,000 private sector jobs
(which included both those who worked for wages and
salaries and those who were self-employed). Some
industries, like construction, depend directly on state
spending, while many others feelits influence indircctly.

 Nearly one inthree of all Alaska jobs (both public
and private) depends directly or indirectly on state
spending. That amounted to more than 80,000 of
Alaska’s 259,000 total jobs in 1988. The total includes
all state government jobs; local govemment jobs
supported by state transfers; construction jobs created
by state capital spending; other private jobs creatcd
by state purchases of equipment, commodities and
services, and additional private jobs created when
Alaskans re-spend their state wages or cash payments
in the economy.

* One of every thirteen dollars of Alaska personal
income consists of ssate cash payments to individuals
or state payments under medical aidprograms. The state
makes direct cash payments to Alaskans under the
Permanent Fund dividend program, the Longevit y Bonus
program, the Aid to Families with Dependent Children
(AFDC) program, and other welfare programs. It also
pays hospitals and doctors for medical services for
Alaskans covered under Medicaid and other medical
aid ; ‘ograms. We consider such payments as contribut-
ing v personal income because they effectively increase
income of individuals by paying for medical care they
couldn't otherwise afford.

State payments to individuals and to medical care
providers totaled more than $800 million in 1988. The
Permanent Fund dividend program and the Longevity
Bonus program together accounted for about two-
thirds of that total.

» Three of every ten dollars of personal income in
Alaska can be attributed to state spending. That
amounted to about $3 billion of the total $10 billion
Alaska houscholds received in 1988. State spending
creates personal income dinectly and indirectly through
wages paid state workers and contractory; through cash
payments to individuals under a number of programs;
through purchases of goods and services from Alaska
vendors; through the local govemment jobs state aid
supports; and through spending by all those who initially
collect state wages and other payments.

Figures 3 and 4 summarize ISER's ¢stimates of
the regional economic impontance of state spending.
Just as we're not suggesting that jobs and income are
the appro,.niate measures of the benefits of public
spending, we're not suggesting that the regional employ-
ment and income impacts of government spending
should be used (0 assess the regional equity of public
spending. The figures show:

* The Swite of Alaska and its local governments
(which rely heavily on state money) are major employers
throughout the state. About 47,000 Alaskans worked
directly for state and local govemments in 1988, Half of
all state and local jobs are along the urban railhxelt (where
most of the population lives) and another zU percent are
in the southeast region (which includes Juneau, th state
capital). Even in the sparsely populated rural areas,
thousands of people hold state and local jobs.



Figure 2. How Important Is State Spending?
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Sourcesfor Figures2,3 and 4 are. Alaska Deparimens of Labor, US Bureau ufthe Census, U S Bureau of Econumic Analyss, Legistasive
Research Agency, Repors 90-A; and ISER ~alculations. Employment and income Jala are fur calendar year 1988, staie budget data are
for fiscal year 1989. Meihods of esiimation are described on page 16.




Figure 3. Regional Importance of State Spending
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See sources for Figure 2. Employmens and income data are for calendar year 1988 and spending data for fiscal year 1989. Methods of
estimation are described on page 16.
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Map 1. Geographic Boundaries of Regions
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Figure 4. State Spending as a Percentage of Regional Economic Activity
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* State government jobs are most importans to total
employment in southeast Alaska—which includes the
capital—consributing one in seven, or 15 percens, of all
Jobs. State jobs account for one in fourteen, or 7 per-
cent, of jobs along the urban railbelt, with many resi-
dents of Anchorage and Fairbanks working for state
agencies or the University of Alaska. In the more rural
regions direct state employment makes up from 3 1o 6
percent of all jobs.

* Local governments (including school districts)
are heavily supported by state aid and are crucial
sources of jobs in rural Alaska. Local government jobs
make up 35 percent of all jobs in the rural interior and
30 percent in the rural ncrthern region. Those arc the
arcas where private jobs are most scarce. In the marni-
time region, which includes many jobs in the fishing
industry, local govemment jobs still make up about
13 percent of all jobs. Even along the urban railbelt, 7
percent of all jobs are local government and school
distnct jobs.

o State aid w local governments (including school
districts) accounts for nearly half of local government
revenues in much of the stte, and two-thirds of local
revenues in the rural ingerior. Only in the rural north do
state transfers make up much less of local government
revenue—just 17 percent. However, it isn’t that the
state gives that region less money than others; it’s that
the North Slope Borough (which covers the area north
of the Brooks Range) has so much money of its own
that state transfers make up a much smaller share. The
borough collects hundreds of millions of dollars in
taxes and other revenues from oil development around
Prudhoe Bay.

Remember that these figures don’t reflect the value
of services the state provides direcdy. Especially in
rural Alaska the state government directly provides
services—Ilike police protection—that local govern-
ments provide in other areas.

* State cash payments 10 individuals and stase pay-
ments for medical aid programs make up one in eight
dollars (12 percent) of personal income in the rural
interior, as compared with the state average of one in
thirteen dollars (8 percenz) . (The earlier discussion of
the statewide importance of cash payments describes
what is inciuded in this category.) State payments are
very impornant sources of income in rural Alaska
because there are few other sources.

* Annual per capita state spending for construction
projects from 1984 through 1989 averaged more than
mwice as much in the rural interior and northern regions
as in the urban railbels. In those regions annual per
capita spending averaged over $2,200 as compared
with the state average of $1,100.

Part of the higher rural spending is due to the higher
costs of construction in outlying arcas. Part reflects
differences in how public services are provided inurban
and rural Alaska. For example, rural schools have
historically been funded through state appropriations,
while urban school districts have been reimbursed out
of the state operating budget for a large share of school
construction costs. Finally, p'nt of the difference also
reflects a state government decision 1o target rural areas
because of their perceived greater need and their lesser
ability to pay.

Typically, much less of the income from construc-
tion spending stays in rural arcas than in urban arcas,
because in rural areas construction projects employ many
non-resident workers who take their wages home with
them when the job is finished.

* State spending is responsible for 46 percent of all
€conomic achivity in the southeast region and 41 percent
inthe rural ingerior. It supports 30 percentin the railbels,
29 percent in the maritime region, and 23 percent in the
rural north. Here we're gauging economic importan-e
by the estimated percentage of total employment state
spending supports in each region; precise allocations
by region are impossible because of lack of complete
information on the location of some state spending.

Figure 4 shows state govemment jobs, local govemn-
ment jobs supported by state spending, and private jobs
created by state spending. Those private jobs are created
in several ways: by the economic multiplier effects
(d:fined on page 3); by transfers to individuals; by
coenstruction projects, by state purchases of commaoditics
w1 services; and by spending for employee benefits.

The importance of state spending in the railbelt is
enhanced by its function as the trade and service center
for rural arcas. The estimated percentage of economic
activity supported by state spending is lowest in the
rural north—but again, as we discussed earlier, in that
region the North Slope Borough collects large rev-
cnues of its own and spends a great deal locally.
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Reducing Fiscal Drag

We've just described how important state spend-
ing is to Alaska's cconomy today. It's obvious that
whenever the fiscal gap opens and requires cuts from
the current spending level there will be a drag on the
economy. Slower economic growth will cost Alaska
jobs and income it would otherwise have had.

Figure 5 shows how much difference the fiscal gap
could make in future job growth. The top line of the
figure shows a recent ISER estimate of how the number
of Alaska jobs might grow between now and 2010, if
there were no fiscal gap and if the state government
were able to maintain real spending of $2.5 billion
annually, at no new cost (o the privale sector.

In this example, private sector growth—Iled by
growth in the petroleum, mining, and tourism indus-
trics as well as federal spending—could add more than
35,000 new jobs to the Alaska cconomy over the next
decade and 48,000 more in the following decade. (These
estimates do not include jobs that would be created if
a gas pipeline were built or if there were petroleum
development in the Arctic National Wildlife Refuge.)

But, by contrast, Figure 5 also shows how employ-
ment growth could be affected if the state closed the
fiscal gap entircly through across-the-board budget
cuts. Such a policy would be somewhat similar to the
federal G.amm-Rudman law, which requires automatic
across-the-board cuts if Congress is unable to agree on
other methods of cutting the federal deficit,

The State of Alaska couldn't strictly implement
sucha policy, because of federal commitments, bonded
debt obligations, other constitutional obligations, and
practical limitations. We are using this example simply
as a "worst case" against which to mecasure mone
targeted responses 10 the fiscal gap.

In this example, moderate growth in the private
sector could be completely offset by across-the-board
state spending cuts over the next 10 ycars, and growth
in the following decade would be slowed. So in 2000
Alaska could have vinually the same number of jobs as
today, and by 2000 only about 20,000 additional jobs.

Fortunately, two forces could reduce the economnic
cffects of the growing fiscal gap.

First, the more strength (job and income growth)
there is in Alaska's basic industries — petrolewn, mining,

80

60 -
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Figure 5. Alaska Jobs Added Under Two Cases, 1990-2010
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tourism, timber, fishing, and the federal government—
and in the national economy, the more easily Alaska’s
private sector will be able 1o replace the jobs lost as public
spending declines. But if economic growth in those
sectors is less than the decline caused by fiscal drag,
Alaska employment will not grow.

Second, how state officials deal with the fiscal gap
can influence how much economic disruption Alaska
faces. They have a number of options ather than simple
across-the-board cuts. More active options for closing
the fiscal gap—including combinations of targeted
spending cuts; cost containment; new taxes or other
new revenues; and more efficient management of cash
reserves—would reduce job loss and, perhaps more
important, affect the timing of job losses. Below we des-
cribe the difference some state fiscal policies could make.

Eﬂec_tg _qf»Flseal Pollcy_ Choices

Here we look at the relative effects by ihe year 2000
of eight broad policy choices state officials have for
reducing fiscal drag on Alaska's economy. There are of
course other potential options, but these cover the wide
range of possibilities
and shcw how much

different options. The losses we describe result from
slower economic growth caused by the fiscal gap. We
are not describing losses from what exists today.

The option of acruss-the-board budget cuts repre-
sents our worst case (as measured by job loss): it shows
what would happen by 2000 if state officials made no
active policy choices and just cut the budget more and
more as the fiscal gap widened. (This case also assumes
that local governments receive proportiorately less aid,
and that they cut their own budgets in proportion to
reduced state aid.) When we speak of jobs or income
saved, we mean saved reiative to the worst case, dcross-
the-board cuts.

Between the benchmark case and the worst case are
seven other choices that involve making some policy
change tonarrow the gap and thenusing across-the-boand
cuts to finish closing it.

In the next pages we describe each option and its
effects on jobs, per capita disposable income (income
after taxes), and per capita public spending by 2000,
relative to the benchmark and the worst cases. Changes
in numbers of jobs is a measure of the aggregate eco-
nomic effects of any policy, while disposable income

difference each kind of
policy could make.
We assume in this
analysis that the fiscal
gap opens in fiscal
1994. It could, as we
discussed earlier,open
sooner than that or
later; ifitdidopenat a
different time, the ef-
fects would be shifted
somewhat forward or
further back, but
would still be of the
same magnitude.
Keep in mind that
when we describe job
or income “losses,” we
mean losses relative to
the level thar would
have existed if there
hadbeennofiscalgap.
That is our benchmark
againsi whichwe meas-
ure the effccts of the

Cescription of Policy Options

A, Across-the-Board Cuts: All gencral fund programs (except debt service on general
obligetion bonds) cut equal percentages to balance expenditures with cevenues. Local
govemment speaxting reduced commentsurate with reduced state qid.

B. Reduce Employee Costs: State and local government wages and benefits frozen for two

years; assume 5 percent annual inflation reduces labor costs 10 percent. Savings used to
avoid layoffs,

C. Income Tax: Personal income tax re-imposed at rate consistent with former tax; the
average houscholdpays $1300 (in 1989 $) in 1995. Revenue used for general fund spending.

D.Increase Return on Permanent Fund: Real mate of retum on Permanent Fund increased
from 3 to 4 percent by shifiing emphasis of invesuments to high-quality oquity L.dings;

higher eamings used to boost dividends.
E. Use Dividends in General Fund: Permanent Furddividends eliminated and that portion
of camings instead used for general fund spending.

F. Combine Sustainable Options B through E: Options B through E combined and revenucs
used for general fund spending. Increased eamings from Option D go into general fund.

G.Noleflation Proofing: Poction of Permanent Fund eamings formerly used for inflation-
proofing shifted to general fund spending. Non-sustainable option because it shrinks value
of Permanent Fund.

H. Combine Options Except E: Combine options B, C, D, and G and put revenues in

general fund.Retain Permanent Fund dividend program. Non-sustainable combiration
because it shrinks value of Permanent Fund.
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measures the purchiasing power of the average resident
and state spending per capita measures the value of
statc services each resident receives (assuming cost
equates 1o value). Figure on page 12 summarizes the
effects of the options. (The box on page 10 describes
the assumptions in each opiion.)

A. Across-the-Board Cuts: This case would,
as the name suggests, close the fiscal gap by cutting all
kinds of general fund spending (except debt service on
state general obligation bonds) by equal percentages.
(Local governments would cut their budgets to the
extent state assistance fell.) This option would retain
the Permanent Fund dividend program. By 2000, this
option would require cutting almost all spending (other
than for dividends) by 40 percent.

Job Efffects: Closing the fiscal gap this way would
mean 35,000 fewer Alaska jobs than there would have
been by 2000 with no fiscal drag. That represents
nearly 12 percent of the jobs that would have existed if
there had been no fiscal gap. Thousands of Alaskans
would leave to look for jobs elsewhere.

Roughly 7,000 state govemnment jobs and 6,000
local govemnment jobs that depend on state spending
would be eliminated. But about two-thirds of the jobs
lost would be in the private sector.

Slower economic growth would mean 23,000 fewer
jobs in support industrics by 2000. Support sectors (like
wholesale and retail trade, service industries, and others)
that depend on consumer spending ard <z govemment
contracts and purchases would be hurt by the big drop in
state spending. Basic industries (like fishing, petroleum,
and mining) would not be directly affected but they
would be vulnerable to increased taxes wnd other
measures that could increase their costs as the state came
under increasing pressure 1o raise more revenue. On the
other hand, downwand pressure on wages resulting from
the slack economy could reduce their costs.

Income Effects: Across-the-board cuts would by
2000 also mean $1.6 billion (or 14 percent) less in total
disposable personal income than would have existed
without the fiscal gap. The disposable income of the
average resident, however, would only be about $700
(4 percent) lower. Most of the loss in income represents
the thousands of people who would leave Alaska if the
economy was creating fewer jobs.

Public Spending Effects: Public spending per
resident would drop $1,400, or 37 percent, under
across-the-board cuts,

B.Reduce Employee Costs: There are many ways
of reducing employee costs. As anillustration, this case
would involve freczing wages aad benefits of btoth
state and local government employees for two ycars.
(Carrying out this option would require the coopera-
tion of Alaska’s local govemments, whichrely heavily
on state money.)

If inflation were 5 percent a year during that time,
this opticn would effectively reduce labor costs by 10
percent. The resulting payroll savings could be used 1o
avoid layoffs that would otherwise occur.

Job Effects: Job loss would be about 20 percent
less than under straight across-the-board cuts. About
4,500 0f the jobs saved would be public and 4,000 private.

Income Effects: The frecze would reduce dispos-
able per capita income by about 10 percent moere than
across-the-board cuts, although the loss would be
concentrated among public employces.

Public Spending Effects: Public spending per
capita under this option would be close to the same as
under across-the-board budget cuts, because it wouldn’t
add any new revenuc. But because it would reduce labor
costs by $100 million, it would effectively increase
govemment purchasing power.

C. Personal Income Tax: Re-imposing a state
income tax would cost Alaskans some of their disposable
personal income but would save jobs. If state officials
imposed an income tax similar o the onc that existed
before 1980, it could raise as much as $350 million
annually (or $1,300 from the average houschold). That
would fill about 30 percent of the fiscal gap in 2000.

Job Effects: Imposing an income tax would save
about 10 percent, or 3,500, of the jobs that would be lost
under across-the board cuts. Most of thosc would be
public jobs, but about 500 would be private.

This optiosi would save jobs for two reacons. First,
non-residents and the federal government would pay
about 28 cer.s of every dollar of state income tax col-
lected so the loss in resident purchasing power would
be only 72 cents for each dollar collected in taxes.

In addition, the income tax would save jobs becausc
the government would spend all of it, and in ways that
wouid create lots of jobs—hiring staie workers, con-
tracting with private firms, or supporting local govern-
ment jobs. By contrast, if individual households had
the money, they would save some of it, and the portion
they spent would not create as many jobs as govem-
ment spending. (As an illustration, the roughly $15
billion Alaskans spend for groceries and automobiles
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Figure 6. Effects of Eight Fiscal Policy Options By 2000
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each year directly supports about 9,000 jobs in the state,
whilethe $2.5 billionannual state budget directly supports
32,000 state and local govemment jobs.)

Income Effects: By paying the income tax Alaskans
would lose about 30 percent more disposable per capita
income than under straight across-the-board cuts.

Public Spending Effects: An income {ax in place
could make up one-third of the drop in per capita public
spending from the fiscal gap.

D. Increase Return on Permanent Fund:
This is the only option that would save both jobs and
income and could still be sustained over the long term.
Fund managers could increase the rate of retum on the
Permanent Fund by shifting the investment portfolio
toward high-quality equity holdings. In exchange for
higher retums we'd have to accept greater year-10-year
fluctuations in eamings. But over the long run this type
of investment would boost the rate of retum. We assume
the state could increase the annual rate of retum on the
Permanent Fund 1 percent (boosting it from a 3w a4
percent real return). The extra retumns would be used 1o
increase Permanent Fund dividends, and thereby stimu-
late growth in the private cconomy.

This option by itself would have virtually noeflecton
the fiscal gap becaus. it would not increase general fund
revenues. But it would L. iy, ..duce fiscal drag by increas-
ing income and boosting growth in the private scclor.

Job Effects: This option would save about 5 per-
cent of the jobs that would be lost under across-the-
board cuts. That would be about 1,500 private jobs.

Income Effects: Using the increased retumn on the
Permanent Fund to pay larger dividends would save
about 20 percent of per capita disposable income that
would be lost under across-the-board cuts.

Public Spending Effects: Thisoption wouldn'tbring
in any new general revenues, so public spending would
drop by the same amount as under across-the-board cuts.

E. Use Permanent Fund Dividends: This option
would eliminate the Permanent Fund dividend program
and instead use that portion of Permanent Fund camings
to help close the fiscal gap. Like the income tax, it would
save jobs at the expense of income.

Job Effects: Shifting dividend money to the gen-
eral fund would save about 12 percent (4,500) of the
jobs that would be lost under across-the-board cuts.
Those would be mostly public jobs but also a handful
of private ones.
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This change would save jobs because, as with the
income tax option, govemment spending creates more
jobs than does private spending. Individuals use more of
the dividend payments in ways that don’t generate
laska jobs—paying federal taxes, adding to savings,
and taking vacations outside the state, for example.

Income Effects: Eliminating the dividend program
would make the per capita income loss about 60 percent
larger than under across-the-board cuts.

The main difference between raising revenues by
climinating the dividend program and by re-imposing
an income tax would be it /ho bears the burden of
supporting govemment. Small households with high
incomes would probably rather sec the dividend elimi-
nated, because losing the dividend would cost them less
than paying the tax. But large houscholds with low
incomes would probably rather see the income tax re-
imposed—because they would pay less in tax than they
would lose in dividend payments.

Public Spending Effects: This option would save
about 60 percent of per capita public spending that
would be lost under across-the-board cuis.

F. Combine Sustainable Options B Through
E (reduce employee costs, income tax, higher
Permanent Fund earnings shifted to general fund
spending, and dividend program eliminated):
Combining these four options would save more public
and privite jobs and narrow the fiscal gap more than
would the four considered individually, for two rea-
sons. First, each option that increases revenucs would
buy more jobs if combined with the option that reduces
costs—the temporary compensation freeze. Second,
increasing the camings of the Permanent Fund and then
usingthe increascd earnings for gencral spending would
buy more jobs than would paying it out as dividends.

Job Effects: This combination of options would
save about 21,000, or 60 percent, of the jobs Alaska
would lose under across-the-board cuts. About two-
thirds of those jobs would be public.

Income Effects: This combination would necarly
double the disposable per capita income 10ss, because
itincludes bothimposing anincome tax and eliminating
the dividend program.

Public Spending Effects: This combination of
options would keep per capita public spending in 2000
roughly where it would have been without the fiscal gap.



G. No Inflation Proofing: Under this choice
state . fficials would take that portion of Permanent
Fund eamings they now use to inflation-proof the fund
and usce it to help close the fiscal gap. In the near term,
this looks like a good option: it would save both jobs
and income. But the problem with this option is that—
unlike the otheroptions we've described so far—it can't
sustain jobs and incon.. cver the long term. With the
principal of the Permanent Fund no longer protected
against inflation, its value and its ability to generate
eamings would decline. If this policy were adcpted, the
real value of the fund would drop by about $509 million
annually. The eamings would dwindle slowly, offering
less proteciivn against the fiscal gap each year even as
the gap was increasing. Somewhere beyond the year
2010, they'd become so small they'd offer no protec-
tion {rom the fiscal gap.

Job Effects: In the short term this option would
save about 13,000 jobs (8,000 private and 5,000 public),
or 35 percent of all jobs that would be lost under across-
the-board cuts.

Income Effects: This option would save nearly
half "he per capita income that would be lost under
across-the-board cuts by 2000.

Public Spending Effecis: The loss in public
spending per capita under this option would be about
half that under across-the-board cuts.

H. Combine All Options (B, C, D, and G)
except leave Permanent Fund dividend program
intact: At first glance, this combination of options looks
good. It would create jobs and help reduce income losses,
and wc 1d fill most of the fiscal gap in 2000.

Unfortunately, this combination would also suffer
over the long term—because with the Permanent Furd
no longer protected against inflation, its value would fall
(as we discussed above) As the value of the Permanent
Fund shrank, the benefis of this option would decline.

Job Effects: This combination by 2000 would save
31,000 jobs, or closc 10 90 percent of jobs that would be
lost under across-the-board cuts. About 17,000 of those
would be priva ¢ jobs and 14,000 public.

Income Effects: This option would save about one-
fifth of per capita disposable income that would be lost
under across-the-board cuts.

Public Spending Effects: This option would keep
per capita public spending in 2000 close to as high as
it would have been without the fiscal gap.
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Conclusions

The big role state spending plays in Alaska’s economy
makes it inevitable that economic growth will slow as
state income from petroleum revenue declines and state
spending drops. How state officials close the fiscal gap
will have major effects not only on future state services
but on employment and income growth in Alaska.

This paper makes it clear that state officials can
influence economic growth through their choices of
fiscal policies. But cach policy we examined involves
some trade-offs. By carefully examining their options
and packaging some combination of policies, state
officials could minimize economic disruption as state
spending falls.

The first choices before policymakers are how 10
use spending cuts, cost savings, tax and other revenue
increases, and cash reserves in balancing the budget.
Those choices present two major trade-offs for Alaska’s
economy: choices that would save jobs generally do so at
the expense of personal income, and choices that save
income do so at the expense of jobs.

State oificials will also need to examine long-term
as well as shont-term effects of their choices. Choices
that may look good for the next few years might not
serve Alaska well in the next decade.

And once they’ve decided how much to cut from
the budget, policymakers will nced to consider how to
distribute those cuts. Equal spending cuts throughout
the state would be hardest on rural areas that depend
most on state money. But cuts that attempt t¢ protect
the most dependent areas would require bigger cuts in
urban areas.

Some broad points officials may want 1o consider
in making their decisions are:

« State officials have options that could supple-
ment across-the-board budget cuts and save anywhere
from 2,000 to 20,000 public and private jobs by the
year 2000. But if state officials close the gap entirely
through budget cuts, by the end of the decade Alaska
couldlose more than 35,000 jobs that it would have had
without the fiscal gap. That would meaa virtually no
job growth over the next decade.

* Closing the fiscal gap entirely through budget
cuts would cost Alaska large numbers of both public
and private jobs. State money not only supports about
19,000 state govermment jobs and 12,500 local govem-
ment jobs but also 50,000 private jobs.
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« State spending creates a large number of jobs
because so much of each dollar spext directly supponts
jobs. Education is a good example of a govermnment
activity where the majority of spending goes for jobs. By
contrast, a larger part of private spending typically is for
commodities—commodities manufactured cutside of
Alaska. So areas outside Alaska get the job benefits of
spending for commoxlities.

« Fiscal choices that save jobs at the expense of
income—such as re-imposing a personal income tax or
eliminating the Permanent Fund dividend program and
shifting the money to general spending—could reduce per
capita disposable personal income 2 to 5 percent by the
year 2000, but save in the neighborhood of 4,000 jobs.

« Policies that save jobs are more likely to keep
people in Alaska than are policies that preserve income.
When people lose their jobs they're oftea forced to look
for new jobs outside Alaska. But whea they keep their
jobs but lose some income they're more likely to stay and
spend less.

« Increasing the annual rate of retum on the Per-
manent Fund by 1 percent is an exception to the general
rule that choices save either jobs or income but not
both. It would be a win-win proposition for the State of
Alaska, saving both jobs and income at no expense 10
Alaskans. If the increased rate of return were used to
increase Pernanent Fund dividends it would help save
private jobs and income. If it were used to bolster
general fund spending it would help save public and
private jobs and income.

« Shifting the portion of Permanent Fund eamings
that curreatly goes to inflation-proof the Permanent
Fund to general fund spending would save jobs and
income in the short term. But that would B¢ an unwise
choice for the long run. When the Permanent Fund was
no longer protected from inflation, its value and its
eaming power would dwindle—contributing to a fis-
cal gap in the next century.
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 Cost-saving policies that do not add revenues to
state coffers could still ease the economic effects of
across-the-board cuts by stretching existing revenues.

« Combining an option that raises revenues withone
that reduces costs would carry an extra dividend: the
combination saves more jobs and income than we would
expect from just looking at the individual effects of each.
For example, new tax revenues would buy more jobs if
the cost of each job were 10 percent less.

« Some regions stand t0 be hurt proportionately
much more than others by reduced state spending. Even
though all regions rely greatly on state government
money, rural regions where the private sector is very
small are panticularly vulnerable to budget cuts. ISER
estimates, for example, that more than 41 percent of all
econOmic activity in the rural interior region can be
attributed to state spendiny, as compared with about 30
percent in the urban railbelt region.

+ Communities thar have their own tax capacites
and authorities will have 10 raise substantially more
money of their own or face reduced services as state aid
falls. Even though state aid to local governments dropped
in the late 1980s, it still supports nearly half of all local
govemment iobs, including school district jobs, through-
out Alaska And state aid makes up as much as two-thirds
of local govemment revenues in some rural areas.

+ Among the first things tc go as state spending falls
will be capital aid—and those regions that can’t finance
projects themselves are likely 1o see liule construction as
the fiscal gap grows. Capital budgets already dropped off
sharply in the late 1980s, but in the last part of the decade
the state still spent $1,150 per Alaskan cach year and
roughly twice that much per resident of the rural interior
and northemn regions.
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Estimating impacts of State Government Spending

Weuseﬂwnoﬁonofdwpmchmtspowofuwsmegovemmmbudgetwmmwﬂwstateandmgionf'
economic impacts of statc spending. The state government buys jobs and distributes income to households and
busiresse 5 when it puts money “on the street.” The money that hits the street recirculates through the economy,
producing more jobs and income (the multiplier effect, as described on page 3) until it eventually leaks out of the
Alaskacconomy . Our estimate is based on employment and income in calendar ycar 1988 and state spending in fiscal
year 1989. Estimates of the the impact of government spending on the cconomy will change as the relative sizes of
the public and private sectors change,

Weestimated job creation from FY 1989 state spending in the following categories (in order of importance)—
statc wages and salaries, local government wages and salaries, Permanent Fund dividends, contracts, other income
transfers to individuals, capital spending, state employee benefits, local government purchase of goods and
services, local government employee benefits, state purchase of commodities, and debi service. The calculation
includes all spending originating from either the state general fund or the Permanent Fund, but itexcludes impacts
of off-budget items such as the Alaska Railroad, revenue bond activity, the income value of subsidies from loans
made on texms below market rates, and unemployment insurance payments. In addition we estimated and netted out
interagency transactions (reimbursable services agreements) within state govemment to avoid the double counting
that would result from including purchases of services of onc govemment department by another. :

The economic impacts of public employec benefits and general obligation bonded debt payments could be
treated as occurring either when the economic activity associated with those parts of the budget occurred or when
the funds were expended. We attributed the economic impacts of benefits when they accruea to employee accounts—
for every dollar of benefits accrued g dollar of payments in the form of medical payments and retiree payments “hit
the street” in the same vear. We used the principal portion of general obligation bonded debt repayment (assumed
to be speat entirely on capital construction) to calculate the economic impact of debt payments. Using this method
smoothes the impact of capital construction financed by bonded debt over the years when the bonds are being repaid,

Estimating the regional impacts of state spending requires allocating spending by category to each region. We
based these allocations on a combination of actual expenditures for some categories and estimates for others. Income-
type payments (like those under Medicare) and construction spending can be allocated either where the expenditure
occurs, or where the beneficiary resides. To estimate economic impacts we use the former allocation criterion. The
multiplier effects of expenditures will differ by region, with the urban areas receiving some of the economic activity
associated with expenditures made in rural areas.

The economic effects of changes in government expenditures were estimated with the ISER state economctric
model, which measures both the short- and long-term implications of changes in spending policy. In particular, a
policy change that puts the economy on a higher growth path will create an increasing impact over time. For example,
the receipts from a personal income tax would increase each year if annual economic growth were increasing personal
income over time.
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